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1. INTRODUCTION

The American Library Association (ALA) respectfully submits these Reply Comments to
elaborate on and clarify points that have been raised previously in our comments and those of the
other filers regarding the above referenced proceeding. In its original set of comments, filed
April 10, 1996, ALA proposed that the Federal-State Joint Board on Universal Service make the
following recommendations:

¢ That the definition of discounted special services for libraries and schools include all

telecommunications services available commercially by tariff or through contract.

e That particular attention be given to support high bandwidth. interactive applications in
libraries and schools.

o That the discount rates for telecommunications services be the lower of either 1) the
lowest price offered to any customer or 2) a wholesale price or fair cost price that would
be based on the service’s total long run incremental cost.

e That additional discount support be made available for libraries in rural, insular, and other
high cost areas as well as in low income areas.

» That the definition of core universal services support convenient and reliable residential
access to networks such as the Internet and other online services and that libraries and
schools be eligible for support for core services.

» That certification and eligibility requirements be etficient, provide accountability, and
include libraries and schools that participate in cooperative network arrangements.
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In its reply ALA wishes to focus on the following areas.

2. The definition of discounted services for libraries and schools should include all
telecommunications services available commercially by tariff or through contract.

ALA is in agreement with Ameritech’s position with regard to a definition of special
services that is determined by the marketplace. AL A proposed in its original comments that any
telecommunications service offered commercially through tariff or by contract should be made
available to libraries and schools at a discounted rate. Ameritech noted in its filing that

991

“different libraries and schools undoubtedly will want different functionalities.”' Libraries
certainly differ along many dimensions. At present. 44.6% of public library systems?” are
connected to the Internet.’ Libraries also serve a variety of communities throughout the United
States. Of the 15,893 public library facilities in the United States, approximately 52% serve
areas that are outside metropolitan areas.” Libraries are at different points on the technology
curve and serve different types of communities. Theyv should not be precluded from using the
telecommunications services that are best suited to their needs.

Furthermore, by making any commercially available service eligible for discounts, the

regulatory burden of having hearings and proceeding on what services should be defined as

' Ameritech’s Comments. (' Docket No. 96-45. p. 15 April 12, 1996

*Throughout this Reply Comment, we use the term “public library systems” to refer to administrative
entities comprising one or more public library facilities. A public library system may be a single library facility or a
main library and branch libraries that are under a single administrative organization.

3Peter Young, Executive Director, National Commission on Libraries and Information Science, NCLIS
public Library Survey Results 1996, py nclis@inet.ed.gov (April 1. 1996).

*GOVERNMENTS DIVISION, BUREAU OF CENSUS FOR NATIONAL CENTER FOR EDUCATION STATISTICS,
DIGEST OF EDUCATION STATISTICS: 1993 (1995)
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special services is avoided. This is important given that an additional 22.16% of public library
systems, nearly 2000 library systems, plan to connect to the Internet within the next 12 months.’

3. The discount rate for libraries and schools should be the lower of the total service
long run incremental cost for the service or the lowest price offered commercially.

Figure 1 - School & Library Discounts

Ceiling price

Market Price
(Some competition)

Rural, insular,
high cost area.
TSLRIC

USF support
for rural, insular,
high cost areas

School & library
discount price at
floor price

Typical floor price
(TSLRIC)

School & library
discount price for
low income areas

Range of discount
prices available.

SF support No USF support
or low income areas |peeded

Best available price
(e.g. promotional)

Figure 1 above demonstrates how discounts for libraries and schools would be implemented.
The discounted price offered to all libraries and schools for any commercially available

telecommunications service should be the floor price for that service, equivalent to the total

5Young, supra note 2
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service long run incremental cost (TSLRIC), or the lowest commercial price offered by the
provider (e.g. a promotional price), if lower. Typically. the discount price for libraries and
schools in most areas would likely be set at the TSLLRIC for the service. In either case, no
support would be needed from a universal service fund (USF). In rural, insular, and other
high cost (RTHC) areas the high cost area TSLRIC might be prohibitively high in which case
USF support would be used to bring the actual price paid down to the typical or average TSLRIC
rate for low cost areas. In areas of low income, where even a typical TSLRIC rate might price
service out of the reach of local libraries and schools. USF support would be used to make
service affordable.

Under normal market conditions, the range of prices a telecommunications service provider
would offer for a given service would fall somewhere between the market price, which is the
maximum price the provider could charge and still make a sale, and the floor price, which is the
minimum price a provider could charge and still cover the total cost of the service. This
minimum price is the total service long run incremental cost (TSLRIC) of the offered service. In
any market, there will exist a prevailing or equilibrium market price. In a truly competitive
market where there are many sellers of a service. the market price should be close to or at the
TSLRIC price.

3.1 The total service long run incremental cost is a fair discount price.

The true economic costs of supply for any market sector have been found to be the

provider’s TSLRIC.® These are the costs the firm would incur using the current least cost

%See Appendix B.
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technology and operating methods available for service provisioning. In some cases, the “current
least cost technology™ is actually technology that is presently being employed. Appendix A 1s an
example from New England Telephone, a subsidiary of NYNEX, which shows a TSLRIC
calculation. On page 6 of the appendix, NET “determined from its cost records the actual cost
and capacity of each component within the cost area” for calculating the local loop costs
associated with providing service. In a recent tariff adjustment proceeding involving U.S. West,
the Washington Utilities and Transportation Commission ruled:
The Commission finds, consistent with the presentations of most parties that addressed
cost issues, that the appropriate measure of costs is Total Service Long Run Incremental
Cost (TSLRIC). The Commission has found this measure of costs to be appropriate in
prior cases. Incremental costs are appropriate because they measure the additional costs
that are incurred by providing an additional service TSLRIC therefore represents the
economic price floor.”

This methodology has been widely supported. e.g. by state commissions,
telecommunications companies, and internationallv A sampling of these entities is provided in
Appendix B.

The TSLRIC costs for a service are costs that would be avoided if the firm withdrew from
offering the service. TSLRIC figures include the opportunity cost or return that would be earned
on the funds or capital that must be committed by the decision to provide service. As long as the
market price is equal to or greater than a firm’s TSLRIC, that supplier is doing at least as

well in offering the service in the given market sector as it could do in its next best supply

alternative.

"Washington Utilities and Transportation Commission. Docket No. UT-950200. p. 81 April 11, 1996.
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TSLRIC acts as a pricing floor for the firm. If the prevailing rate falls below this level, a
carrier would be economically irrational to continue to offer service, unless it were somehow
compensated for the difference between what users are currently paying for service and TSLRIC.
Such compensation could be furnished by governmental mechanisms. For instance, if all
suppliers had to contribute to a universal service fund (UUSF) mechanism, e.g., as a proportion of
their total revenues, then some services could be priced below TSLRIC without
disadvantaging the designated provider competitively. Where market price is above TSLRIC,
a supplier can utilize the difference or net revenues generated in this service sector to cover a
portion of the firm’s shared and common (SAC) costs. These costs are distinguishable from
TSLRIC in that they would not be avoided by discontinuing service.

In some situations a firm will have good reason to offer some of its customers a price that is
lower than the prevailing market rate. It may do so for promotional reasons, in order to meet the
price of a new entrant or to “tie-up” a major user’s business by contract for many years because
of volume considerations, or for strategic reasons. These include stimulated customer usage or
market growth and the lower unit costs that it would accrue thereby, as well as the expected
increase in the use of corollary, higher margin services that the firm is offering.

Telecommunications providers would receive the benefits of stimulated customer usage and
enhanced market growth while recovering the full cost of providing services to schools or
libraries. Under the ALA proposal, usually. telecommunications providers will be recovering
their full cost without the need of additional support from a USF. This eliminates the need for

a large USF, (and supporting administrative structure) and frees up funds, e.g. for
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investment, that telecommunications providers might have to otherwise contribute to a
USF.

At the same time, by providing services at the TSLRIC rate, more resources are available for
libraries and schools to devote to other needed infrastructure components such as equipment,
software, ongoing operational support, and training. In 1993, over 40% of library systems had
annual operating expenditures of less that $50,000. and over 54% of library systems had annual
operating expenditures of less than $100,000. Only 9.6% of library systems had annual
operating expenditures in excess of $1,000,000.% By freeing up resources for other infrastructure
components, the introduction and availability of the information superhighway to the public can
be accelerated. The use of TSLRIC as the basis for school and library discounts provides a “win-
win” situation for both telecommunications providers and the public.

3.2 ALA suggests how to implement discount prices for libraries and schools.

Referring back to Figure 1, in non high cost areas. typically, the provider would be required
to offer a discount price equivalent to the floor price. Using TSLRIC to calculate the floor price
would ensure that the provider recovers its full cost. including the cost of capital. The provider
would be required to certify that the discount price offered was indeed the lower of the TSLRIC
price or the lowest price offered commercially.

In rural, insular, or high cost (RIHC) areas, the provider would offer its best price for a

service, again the lower of either the TSLRIC price or the lowest price offered by the provider.

®National Center for Education Statistics, Public Libraries in the United States: 1993, p. 70 (September,
1995)
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Assuming that the provider’s best price is their TSLRIC price, it would be compared to the
average TSLRIC price for that service offered to libraries and schools in low cost areas. If the
best price was above this average, the difference would be made up from a USF. This would
promote equalization between low cost and high cost areas

In low income areas, where even the typical TSLRIC price may still be out of the reach of
libraries and schools, USF support can be provided to make up the difference between the
TSLRIC price and the amount that is affordable by the local school or library. This affordable
amount could be set for example as the percentage of the budget that typically goes towards
telecommunications services. The Kickstart Initiative report, for example, set this figure at 4%
of a library’s budget for initial deployment costs and 9% for ongoing costs for libraries.” ALA
feels that this could be one approach for establishing support in low income areas.

To summarize:

1. Only services that are already commercially available in the area would be

offered; thus a TSLRIC calculation for the service in that area could be, and
should have been, made.

2. The sale of services to libraries and schools at the TSLRIC rate covers the full
cost of the service and provides added direct revenues to the telecommunications
company.

3. Pricing discount rates at TSLRIC eliminates the need for a large USF and

minimizes providers’ contributions towards such a fund.

4. If a high cost area provider’s TSLRIC price is above the average TSLRIC price
for similar service in low cost areas, additional price support would be provided
from a universal service fund to which all eligible carriers would contribute. The

°U.S. ADVISORY COUNCIL ON THE NATIONAL INFORMATION INFRASTRUCTURE, KICKSTART INITIATIVE:
CONNECTING AMERICA’S COMMUINITIES TO THE INFORMATION SUPERHIGHWAY P. 96 (1996)
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amount of support would be the difference between a provider’s TSLRIC for that
high cost area and the average TSLRIC price of similar service in low cost areas.

5. The ALA proposal is largely self regulating. Providers must certify that the
discount price they are offering is either at TSLRIC or a lower price. In either
case, providers will have calculated and justified the discount price. In high cost
areas or low income areas, since support will be coming from a USF to which
many providers will be contributing, there will be a natural incentive for fund
contributors to monitor and verify the discount rates.

4. Additional discount support should be made available for libraries in rural, insular,
and other high cost areas.

The Telecommunications Act of 1996 (the Act) provides for additional discounts for rural,
insular, and high cost areas (RTHC) to equalize prices based on the presumed difference in the
cost of providing services. In the case of special services, the difference between rural service
and urban/suburban services can be particularly high. For example, the Colorado State Library
noted in its filing that

the only statewide provider of Internet access charges drastically different rates for rural
and urban customers. A person living in an urban area pays a flat fee of $15 per month,
for five hours of service ... Rural customers, however, pay $13.00 an hour... Such rate
variability means that people in rural areas do not have equitable access to the vast
resources on the Internet.'

To address this problem. equalization would be achieved by providing a subsidy equal to the
difference between the high cost area provider’s TSLRIC and the average TSLRIC for that same
service in low cost areas.

The second basis for providing additional discounts is “Lifeline” or low income adjustments

that are made based on the customer’s ability to pay. For example, the U.S. Census Bureau has

%Colorado Department of Education, State Library and Adult Education Office Comments. CC Docket 96-
45.p. 2. April 19, 1996.
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defined “poverty areas™ as those census tracts or block numbering areas (BNAs) where at least
20% of residents were poor in 1989.'" According to 11.S. Census Bureau figures approximately
14.390 census tracts or BNAs out of 61,258 in the United States or 23.49% were poverty areas.'?
Because residents in these areas are even less likelv to have access themselves to telecom-
munications and information services, more of a burden is placed on schools and libraries to
provide access to the community.

Discounted rates for special services to libraries and schools in rural, insular, and high cost
(RTHC) and low income areas are especially critical. Libraries in many such areas may be the
only point of access to high speed data services and resources, many of which may be important
to preserving or improving the quality of life for residents in those localities, stimulating local
development, providing job opportuntities, education, and meeting a host of other information
needs.

We view the role of libraries as instruments of universal service. They collectively invest in
and provide access to valuable, specialized high end information services and resources. In
RIHC or low income areas, libraries serve as the community information center, the principal
resource and contact point between the community and the national and global information
stream. These information centers will support life-long learning, adult literacy, and distance

adult educational applications.

""Bureau of the census. Poverty Areas, http://www_census.gov/ftp/pub/socdemo/www/povarea.html (May
2,1996)

"2 EATHA LAMISON-WHITE, HOUSING AND HOUSEHOLD ECONOMICS DIVISION, BUREAU OF CENSUS, A//
States Tracts With Poverty Rates of 20% or More. (forthcoming May 1, 1996).
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In particular, the following points need to be made:

4.1  High end services are critical to these communities. but will be difficult to obtain.

High cost will be a significant barrier to widespread access, as will the lack of expertise in
setting up and running high speed networks. Although universal service policies for rural,
insular, and high cost regions should manage to keep charges for core service low, it will not
have the same effect on advanced services, which, due to smaller markets, will be more
expensive than they would normally be in more populated and competitive markets. Yet, these
services are important to provide to the communities.

Farmers and small business operators, for instance, can use a library equipped with a high
speed link to access up-to-date weather information. satellite photos that may show pest damage
or drought conditions, sophisticated computer simulations and analytical models, real time video
conferencing with specialized experts at university research centers and government laboratories,
and access to government reports and documents.

In Georgia, for instance, through the University of Georgia’s data base access project named
GALILEO (Georgia Library Learning Online), orchard owners check weather conditions, fruit
and vegetable prices, and search for new markets on the Internet."

4.2 Libraries are at the leading edge of technology deployment.

Libraries in RIHC and low income areas will also create greater markets for advanced

services. Because they coalesce existing demand that sits below the price threshhold, they create

Y Alan L. Kaye, Director, Rodenbery Memorial Library. Cairo, Georgia, Rural Technology,
akaye@mail.public.lib.ga.us, (April 11, 1996).
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a market. To the extent that they expose users to new services and train them in their use,
libraries are also secondarily increasing market potential. Hence, discounts to libraries will help
accelerate the deployment of an advanced infrastructure into rural and insular, often non-
competitive areas, and, thereby, nationalize them--a key overall objective of U.S.
telecommunications policy.

S. Certification and eligibility requirements should not be onerous, should provide
accountability, and should include libraries and schools that participate in
cooperative network arrangements.

The certification procedures proposed by NYNEX and others are defective and unworkable.
5.1 By inserting another layer of eligibility for libraries and schools to gualify for
discounts, the NYNEX certification plan runs counter to the intent and wording of the
law
The law requires offering discounts on special services to any “bona fide” request. ALA
takes that language to mean that the request is from an authorized official of an eligible
institution and nothing more. Discounts should not be administered as a grant program, in which
recipients must apply and have their application reviewed according to some federally
established standards. In fact, the proposed certification plan even requires the establishment of a

new federal government entity without a single word of authorization appearing in the Act and

without reference in the legislative record.

5.2 The NYNEX plan transfers decision making that properly belongs at the community

level to state and federal levels.

The purpose of libraries is to meet the diverse information needs of the communities they
serve. These needs can vary enormously according to geography. economics, demography, and

other characteristics of those communities. Consequently. the information technology needs of
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those communities will also be quite diverse, as NYNEX argues persuasively in its own filing.
Libraries are accountable to their own local boards to see that the services and information
resources they offer are appropriate to their local communities. The proposed certification
process, based on approval by comparing local plans with a “national vision,” would take those
decisions out of the hands of local boards and librarians, where accountability belongs, and place
them at the mercy of state and federal bureaucracies.

The principal effect of the Joint Board/ FCC’s ruling should be to empower, not disempower

local decision making. The NYNEX plan would have the opposite effect.

5.3 The NYNEX procedure creates another layer of bureaucracy and administrative
processes for libraries and schools.

Librarians, teachers, and administrators, particularly in the public sector, are already heavily
overburdened with increasing demands for regulatory reporting, yet have decreasing financial
and staff resources to meet them. The proposed certification procedure would impose an
unnecessary additional cost burden in terms of staff time. funds, and delays; the effect of this
would at least partly undo the incentives and advantages conferred by the discount in the first
place. Indeed, this proposal calls for the creation of another ongoing federal government body,
the Educational Telecommunications Board, with all the attendant costs, at a time when the focus

of the nation is to limit the size of federal government and push policy making to local levels.

54 The NYNEX plan injects FCC and PUCs into local education and library policy
making.

We think it is quite appropriate for the FCC and PUCs to concern themselves with

improving access of the nation’s libraries and schools to telecommunication services. We
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applaud the Congress for the language in the Act that authorizes them to do so, and we welcome
this rule making. We do not think, however, that it is necessary, appropriate, or arguably, even
legal, for communications regulatory bodies to inject themselves into setting standards for

education or library services or operations as this proposal does.

5.5 Inthe ALA plan, accountability for use of these discounts rests in the hands of those

best equipped to exercise it, local library administrators and boards.

Even were the discounts suggested by the ALA to be set as policy by the FCC and Joint
Board, libraries and schools would still face significant expenditures. Many special services, in
particular, would still be expensive to maintain, and the costs would be recurring. Furthermore,
as several commentators noted. communications is only one part of the complete picture. To
provide public access to advanced information services in a library requires expenditures for
substantial computer and local networking equipment, printers, and scanning devices. Labor
costs are needed to set up and manage the facilities. to support and counsel users, to maintain
web pages and local information services, and to train library staff.

Faced with these expenses, library administrators and boards have always been careful to
allocate resources to services that effectively meet the needs of their communities. Indeed, the
problem would be the reverse -- how to encourage libraries and schools to move ahead rapidly
into the electronic information age in the face of severe budget pressure.

5.6 ALA recommends flexible library eligibility and certification requirements.

It is critical that the Joint Board and FCC adopt rules for eligibility that allow and
encourage collaborative arrangements by assuring that discounts are available to consortia

of eligible organizations. In its original filing, AI.A pointed out the important role played by
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library systems, agencies, cooperatives, consortia, and networks in spurring library use of new
technology and aggregating demand.
The comments filed by the Lincoln Trail Libraries System illustrate a typical multitype
library system as found in several states:
Lincoln Trail Libraries System is a state sponsored organization serving the libraries of
116 members in East Central Illinois. Academic, public, school, and special libraries
participate as members. Lincoln Trail member facilities are spread over approximately
250 buildings in a nine county area. This area is largely rural. The median population
served for participating school districts is 795, and the median size for participating
public libraries is 3,042. The median budget of all participating libraries is $54,000, with
some annual budgets as low as less than $10,000 per year."
Here is another description from the North Of Boston Library Exchange:
Our consortium...was founded 15 years ago by five foresighted public libraries, and has
grown to 25 public and college libraries, serving over 550,000 residents and college
students. Member libraries share resources through a common database and computer
system linked by dedicated data lines, and share electronic access to a periodical
database. Access to the Internet is provided jointly by the consortium, a non-profit
501(c)(3) corporation which is controlled by the member libraries. Only libraries
participate in these efforts, and services are not resold."
The Colorado State Library stated in its filing that it is "critical that any discounted rates
apply to public networks sponsored by libraries. These cooperative networks provide public
access to library and other information resources. They increase the ability of libraries to share

resources in a way that benefits all library users."" Appended to the Colorado State Library

filing was a description of ACLIN, the Access Colorado Library and Information Network that

"Lincoln Trail Libraries System, Comments. C'C Docket No. 96-453, p. | April 5, 1996.
North of Boston Library Exchange, Inc. Comments. CC Docket No. 96-45. p. 2. April 4, 1996.

*Colorado Department of Education, State Library and Adult Education Office Comments. CC Docket No.
96-45. p. 2. April 19, 1996.
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provides access to the information resources of the libraries across the state, including 175
public, academic, school, and specialized library catalogs.

Certification procedures should be simple and straightforward. In many cases, a simple
certification that the request by a library to a carrier for service at a discount is being made by a
bona fide official empowered to order telecommunications services for the library should be
sufficient, especially for a discount to a TSLRIC rate that does not involve a USF transaction.
However, further assurance of eligibility may be desirable, since discounted rates for libraries in
RIHC and low income areas may be below cost, and considering the range and variety of library
cooperative and network arrangements for technological services and library resource sharing.

The simplest way to provide a further level of certitude regarding eligibility and use for
educational purposes would be to require the requesting library or library entity to provide
certification from the state library administrative agencv. These agencies are responsible for
library development throughout their states, and administer the Federal Library Services and
Construction Act interlibrary cooperation and resource sharing program to which the
Telecommunications Act of 1996 ties library eligibility These agencies could indicate that the
library or library entity is or is not eligible to receive state-based services under LSCA title TII.
The Washington State Library suggested such a mechanism in its filing."”

The rules regarding resale should distinguish between the telecommunication facilities
and services offered using those facilities. The Washington State Library comments also

suggest:

""Washington State Library Comments. CC Docket No. 96-45. p. 16. April 9, 1996.
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the FCC should seriously consider separating the telecommunications mechanisms that
make an electronically based service possible (the tool) from the service itself (the
product) in applying the 'no resale' prohibition. For instance, a library may not resell its
discounted access to its city government, but it may levy a fee for Internet classes, or
setting up and maintaining an Internet account through the library, or for maintaining a
web site for its unit of local government. Such an application would appear to satisfy the
intent of the Telecommunications Act, but this distinction would be more easily known
and understood by all concerned if the FCC clarifies it."8

Eligible institutions participating in consortia with non-eligible partners should
qualify for appropriate discounts to the extent that they follow accounting procedures that
clearly separate telecommunication costs among the participants. The Washington State
Library indicates:

A spot check of several library systems in Washington who do share networked services

with other, ineligible partners (most often, a unit of local government) revealed that the

library's portion of telecommunications charges can usually be readily separated from
those of other partners in a network. If the FCC and the Joint Board have lingering
concerns in this area, the FCC may wish to require separate, auditable records of the
library's portion of a networked arrangement. "’

ALA urges that serious consideration be given to these common sense recommendations
by the Washington State Library.

The American Library Association Comments are endorsed by the American Associations of
Law Libraries, Association of Research Libraries, Chief Officers of State Library Agencies, and

the Urban Libraries Council. ALA thanks the Commission for its time and stands ready to assist

in whatever way it can in the coming proceeding.

14 at 17.

¥1d. at 17.
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Respectfully submitted,

AMERICAN LIBRARY ASSOCIATION
/)
By: _dn_ 0 : AZMM{AW

Carol C. Henderson

Executive Director, ALA Washington Office
1301 Pennsylvania Avenue, NW Suite 403
Washington, DC 20004

202/628-8410




New England Telephone
A NPHEX Company
188 Franitin Suam Room 1 ¢01

Saston, Massaotwesun 02107
Prona [817] 7426600

Richard P. Owens

April 15, 1992

Charles A. Jaccbs

Adnministrative Director

State of Mzine, Pudblic Utilities Comuigsion
242 State Street, Btate Houss Station 18
Augusta, Maine 04333-0018

Re: PORLIC UTILITIES COMMIBSION, Inguiry of MNew Rugland
Telephone Coopany's Revenus Regquirement, Cost of Bervice
aad Rate Design, Docket Ro. $1-200 '

Deaxr Mr. Jacobs:

Bneclased far £iling in the above-captioned docket plaage £ind
an originel and 16 copims of two corrasgtafl pesges for the MNaine
Marqginal Cost Study filed on April §, $2. NET since £iling hss
noted two typographical egrors.. The -€irzst error appears at Paxt 2
(MCS Overview), Page 14, Table 2, ih the "Margiyal-Cost” colume at
the line for "Line Haul." The cost listed in the ¥lled copy is
$0.036; the cost should zesd ss $0.0036 as it does in the attached
corrected page. The second arror sppears at'Part 2 (Network Cost
Center Overview), Page 4, Table 2.1, in tha "Marginal Cost" column
at the line for "Line Haul.” The cast listed iri‘the filesd copy is
$0.03G: the actual cost should read -as §0.0036f 83 it Aces on the
attached corrected page. The error was purely typographical and did
not affect other cost calculations contained in the study.

. Please return 3 date stamped copy of this letter toc indicate
filing. TE you hsve any questions, please call me at

(617)743-6809, Thank you for your attention to this matter.

Sincer
cc: C. Cohen, Esgq.

ely
W. Black, Esq.

All other parties (letter only)

MCS Overview

The role of the marginal cost study (MCS), from the Company's
viewpaint, is to inform the development of rates. The Company
believes that its rates should reflect its long-run costs; not only
does this send the proper price signals 1 customers aboul the cost
of various services 50 that they can choose correclly, but it is slso
a prezequisite o an efficlent and fair competitive marketplace.
Consequenlly, the Company views its MCS as a significant
document that will assist in the development of rates which reflect
future cosls.

The results of the MCS are an important componeat, though by no
means the only companeat, in delermining rate structures.
Clearly, no rate should be set below the Company®s marginal cost
because it would eacourage uneconomic consumpdon of the
Company's serviees, and would, in fact, result in an economic

subsidy of that rate by other rates. Additionally, because marginal .

costs are 30 Jow, relative 10 embedded costs, all rates cannot be set
at marginal cost.

1t 15 the Company's belief that rates and cost must be considered
togesher since they are inextricably intertwined by the very purpose
for undertaking a cost study, Neither the Commission, nor the
Company, ¢an develop an appropriate and consistent set of tariffs
without reference o the Company's marginal costs. Thus, along
wilh considerations of equily and rate impacts, marginal costs must
be known and considered in designing rates.

The Company's marginal cost study (MCS) is presented in three
parts. The first pant is this averview, which provides s summary
explanation of the MCS process and results. The second part is
the Network Cost Center Oveqview, which provides the next level
of detail on the prooess and results of the MCS. Finally, pant
three is the MCS Detail, which contains the detailed explanations
and data of how the Company calculated each marginal cost.

V XIAN3ddV



Throughout the preseniation of the MCS, the Company has wried
to make its effort understandable and clear. .mmﬁ acx:m many

raphics depicting the Company’s process, pany
grou—rcfaeneed information as much as passible. The Company
antisipates this process will facililate review and understanding of
the MCS by al} parties.

The Company’s Network

The purpase of lhe telecommunications network is o transmit
information from one point io another, a simple concept. Figure 1
shows, schematically, a representation of the Company's Maine
netwark.

NET 's Naipe Network ]

POP l
— -

The loop is all Company plant that connecls the end office to the
customer premises. Typically it Is comprised of the feeder and
associated elecuomcs that goes from the end office to the
distribution interface, the distribution, and the drop wire from the

curb to the cusiomer's premises. The 100p will often be referred
10 in this study as the subscriber or customer line,

The end offics is 3 portion of Company plant Jocated inside a wise
coner, A wire center s a building housing ermination equipment
for loops, the switch, termination equipment for interoffice
facilities, and termination equipment for dedicated transport
facilities. The plant that is categorized as exd office plant includes
the switch, distributing frame for the switch, line termination
equipment, and power equipment.

The Company has two types of end offices: remotes and hosts,
Remote end offices coanect to cusiomers' lines and to a host
switch. Host end offices connecl to custamers’ lines, the remote
switches they serve, and to other host switches.

The andem is 3 switching office that routes calls solely between
other switches. The tandem office equipment consists of the

switch and the termination equipment necessary to soute calls to
and from the tandem and other switehes.

Interoffice facilities provide the link between two switching
entities. There are four main categories of interaffice fagility plant:
line haul equipment, fiber optic termination equipment, other
ermination equipment, and dedicated special circuit equipment.
The line haul equipment cansists of the fiber optic cable and signal
regensration equipment, The fiber optic termination equipment is
located in an end office or tandem office and consists of the
clectronics that delermine the throughput of the fiber and connect
o the swiwch, the other termination equipmeni, and/or Ux
dedicated special circuit equipment.  The other termination
tquipment is used to convert the digital signals to a format
compatible with the switch or dedicated special circuit equipment.
Dedicated special circuit equipment is used 1o terminate loops and
line haut equipment such that a dedicated, non-switched path exists
between two customer premises. This equipment is used solely o
provide privaze line service,

NET's Maine netwerk consists of 122 remote switches whose
primary functional responsibility is to provide dial tone o

&



The increased
efficiency and lower
cost of fiber optic
cable and digire!
technology  has
allowed NET o
reduce the rumber
of switching fiers
from three 10, in
mos1 cases two.

customers. In tumn, lhcs: remore swilches are connected 0 14 host
swilches thmughqul Maine by fiber optic cable. The host switches
also have a funclional respontibility to provide dial tone w theis

customers. The average distance from a remole swi
switch is 30 miles. ‘ MR 10 e

The host swilches, and the ane pure tandem switch, are i

s s ' wntereon-
nected in a backbone network of fiber oplic trunk facilities. T;e
Averige distanoe between the host switches is 65 miles.

In performing its task of transmitting information from o i
\o another, the Company's network can be viewed :!c &o':t
funcgong. Access 1o the netwark as represented by the subscriber
loop, switching us represented by the end offices, and transpart a3
represeated by the interoffice facilities.

The subscriber loop allows information to pass 1 or from a
cusiomer's premises to the galeway of the netwark, the switch.
From'thc switch, the message may be routed 10 another subseriber
loop if the message is to someone connected to the same swilch,

or into the transpon partion of the netwark if the recipient is
connecied o another switch.

. xn designing the network, the location and type of switches depend

"

=y where the customers are locaied and the cost of transport.

Historic:all)f, the Company located end offices in the center of
town, consistent with the density of customers.

In addition to switches that directly serve customers, however,
there are swilches that route calls between other switches, as weﬁ

) as serving their own customers directly. The number of these hos/

sm:u:hu. and their location, is a function of the relative costs of
swilching and ranspont,

With the availability of fiber optic cable and diginl technology, the
cost of ransport, in terms of cost Per unit (minute of minute/mile)
» has become very low (See Table 2). .

Within this decade,
all but two of NET's
Jwitches in Malne
will be digital The
increated fficlency
and lower cost of
Jiber optic cable and
digital  technology
has allowed NET 10
reduce the number
of switching tiers
from three s0, in
masi cases two.

The cost of providing 2 particular Gall depends on the pants of the
nerwork it uses. Since, relatively speaking, switching is expensive’
and transport is cheap, it makes economic sense 1o route a calj that
is perhaps sixty airline miles over 120 network miles because it
minimizes the number of switching points through which the call
must go. By hauling calls longer distances, more calls can be
completed through 8 common switch, which reduces the number
of switch points and the cost.

Marginal Cost Study Description

Introduction

The Company considered a variety of approaches for the methods
uted in the study. The Company weighed the altematives with
two major points in mind.

’m:@&im the Company kept in mind when sclecting marginal
cost s was that its marginal costs are determined by the
network it has iri place today and the ane it expects to have in the
future. This led 10 the cniterion that the marginal cost method
sclected should reflect the marginal costs of the Company's Maine
network. Some marginal cost methodologies presume that a
company should construcl a network de novo. This presumption
‘may of may not result in a lower marginal cost for a particular
segment of the telecommunicalions network, but it likely does not
_reflect the Corupany's marginal costs. Therefore, the Company
“favored methods that reflected the Company's cost to increase ils
capacity to provide additional units of service using the
“technologies it is installing aow to provide service in the future.

*

gcond, ) the Company favored simplicity in method over
<compiexity when theze is no significant loas of precision in the
results.  Simpler methods will inform rate design as well as
complex methods since the constraints of reveaue roquirements and
rate continuity effectively limit the degree 10 which marginal-cost-
based rates can be adopted.

Based upon experience, the Company knew thay whichever method
the Company selected from the range of reasonable methods for
calculating marginal costs, the results were going to show that

(=0



ma:gmal Cos4s, 10 agpregate, ase far bdow embedded cosls, md
Company’s revenue requirement. ‘Ihus. while the duznmnznon
of marginal costs is imporant for purposes of establishing prices,
the precision that can be reflected in rates is limited. -

Simplicity in sclection of marginal cost methods provides other
benefis as well. One of the most imporant benefits is ocosl
savings. Simpler methods save money since they are less costly
o produce. Additionally, simpler methods allow more cogent
discussion of important issues since the method could be more
readily explained and understood. The Company in no case chose
simplicity for simplicity's sake alone.

The methods the Company ultimately selected w0 delermine the

marginal costs of its network functions - access, swilching, and |.
cansport - were developed from and confirmed by its actual |

investments and engineering plans. For example, to determine the
subscriber line costs associaled with 3 loop, the Company went to
its Maine enginoers and asked them how they designed a loop and
why. The Company then researched its records 10 determine the
typical Joop design. The result is that the Company's typical loop
is aimost a perfect match for the engineers’ design criteria, which
are in turmn a function the cost of the various components, and their
design altematives, of the loop,

Goal and Objectives

The goal of the MCS is w0 determine the marginal cost of adding
an additional unil of capacity. NET adds capacity to give its
customers the service they want. Generally, NET provides two
types of services'.

! There is clearly o difficulty with the word{servicg it has bewo wed
many wiys 10 mcan many things. Jt is, bowever, (he best doscriplor
of the concept the Company is trying o define. Unless otherwise
specified, the word nervice (io iualics) will mean a caigue cad service,
for example, the ability lo call from coe poisi to soother. The MCS
will pot use it o meap al! of the different prodacr thet might provide
the umique ead service, like for exumple, Y wnd locs! exchange
®ryee

¥CS Stracegic Procesi

One type of service is w transmit information from one point 1o
another. This is the fundamental objective of ihe
telecommunications network. For the purposes of (his study, the
MCS will call this nerwork service.

The other type of service is adfunct services, which suppart
network service. For example, directory assistance provides a
customer with the ability to find out how to reach other
customers. Operator handled service provides assistance in
completing calls. These adjuncr services are important and
allow customers to use the fundamental nerwork service better.

Without the nemork service, however, the adjunct senices

would be roeaningless.

In summary, then, the goal of the MCS was w0 answer the
quesnon *What does it cost to provide an additional unit of §
service mpacxg’)' The objectives were to determing the

capacily costs for neswork service and for adjuncy services. The
strategy NET employed to meet the goal and these objectives is
described below.

Strategy and Tactics

The strategy to achieve the goal and the objectives compnised three
activities:

s Collection of cost information
* Development of marginal costs
2 e Aggregation of marginal costs into meaningfut groups.

These activities were not necessanily serial in nature; for example,
cost information would be identified initially, and then as the
specific method for developing the marginal cost was solidified,
new or more detailed cost information might be required. The
strategy was implemented through tactics for each of the three
activities. To visualize the cntire process described here, Figure 3
1s displayed below.

’
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Figure 3

The Company needed a way 10 organize its costs for purposes of
accessing them in some orderly manner for clculating marginal
costs. ltdid this by first identifying the cost information it needed
and then orgamzing that information into conceprual groups.

The Company delermuned the nerwork cost centers by the physical

parts of its network  The network cost centers the Company
identified are:

* End Office

* Tandem Office

* Interoffice Facililies
* Loop

The Company determined its adjunci costs centers by examining
the adjunci services it provides. Each adjunct senvice became its

own tos! centler, with ils own calculation of marginal costs. e
basic adjunct cost centers the Company studied are’:

* Billing Inquiry and Production

* Operator Handled Services

* Directory Assistance

* Intercepl Services

* Nonrecurring Costs for Basic Exchange and Private Line

Network Marginal Costs

The Company used a five step method for developing the marginal
costs of network service. marginal cost of nerwork service
requires that the Company calculate the marginal costs of
‘additional investment, as well as the expenses the Company incurs
i taining ing that investment.

The MCS completed each of five sieps for each of the network
cost centers. The five steps are described below. A more detailed
discussion occurs in the MCS Cost Center Overview in Part 2, and
in the MCS Detai] in Pant 3.

The first step was Lo determine the amount of invesiment required
in the given cost center and the amount of capacity that invesiment
would buy. This step required the Company to identify the cost
drivers associated with cach cost center, and the network function
associated with each cost driver. A cost driver is the aspect of
neswork service that caused the Company o incur the added costs
under study in the cost center.

For example, investment in the end office is driven by the need for
additional lines, addidonal call carrying capacity, or additional
interswitch connections. These cost drivers are associated with the
network functions of access (§ per line), swiiching (§ per minute),
and wanspont (§ per minule and § per minute per circuit mile),

Clearly the Company bas more adjuact cosl ceoters, and adjundt senvices, thao
these. The Company selected (bese adjunes services for study bebeviog tbat
they sepresent (he greatesi isterest 1o the Commission and Other inlerested
panics.



respectively.

Table 1 shows
cach cos! driver Table |
R Cast Drivers Dy Cost Centcs
and its
associated Caost Center Cost Drivers
function by Locp L
network  cost
center. End Office Lines
Mizsntes of Use
Trunks
The Company Inresroffice Facilities Truaks
determined the Miles
amount of Migutes of Use
investment and Tandem Office Trunks
asscciated Miouies of Use
capacity using
twoapproaches,

¢ich appro- )

priate to the cost center and funclion under study. “For some cost

centers the Company determined the additions) investment and
ociated capacity the Company planned to add in the future. For
er cost centers the Company delermined typical plant used in

the cost center and the cosl and capacities associaled with the

plant. Each of these approaches is discussed below.

For‘end officts, (andem offices, and most interoffics facilities the
Company went to its planning program records to determine the
cost of the capacity il planned to add in the next four years. Each
time the Company's engineers plan to add capacity they specify the
costs, the reasons for adding the capacity, (he expected life of the
capacity, and the amount of capacity added. The Company used
these cost records for every addition planned in the next four years
as the basis for calculating the marginal costs in each of these cost
centers.

For lhc’lgga and some particular special facilities thal serve ondy
private line customers, the Company went lo its engineers lo
determine their practices for adding capacity in Maine. The
Company checked the informaton provided by the engineers
against its recent records of what it had installed 10 ensure that the
enginecrs’ staied design practices were in fact implemented in the
actual construction of the Company's netwark.  With the
confirmation that the design practices were in fact represented in
the typical loop and interoffice facilities under study, the Company

then detes mined from iis cost records the aclual cost and capacity
of each component within the cosl area.

The second siep was Lo delermine the value for each of the
investments made in the cost center.  For (he end offices, tandem
offices, and most interoffice facilities, this meant calculating the
present value for many investment addiions. For the loop and
certain private line (acilitics, the Company assumed (hat
investments in each companent had 10 be made immediately.

The third step was (o develop and apply the cost factors for the
particular type of investment to convert investment cosis (0 annual

were determined specifically for the particular equipment in the
cost center.

) The fourth step was to convest the annual costs to annual unit
costs. This was donc by dividing the investment cost by the
capacity associsted with the investment. Where more than one
invesunent in additional capacity was considered, the unit cost
associaled with each capacity addition was weighted by the units
added to produce a weighted average marginal cost across all
capacity additons.

The units associated with the switching and some transport
functions are expressed in cost per busy hour CCS® (BH CCS) or
BH CCS per circuit mile. CCS of capacily are added (o meel
demand during the busy hour. The term BH CCS is used in the
MCS as the raw unit of capacity added for most traffic sensitive
investment. A BH CCS represents a capacity addition that allows
the Company to provide an additional 100 seconds of calling
dunng the busy hour through the particular piece of equipment
under study.

}  CCS stands for bundsed (cent) call secoods. It is a measure of the
capacity of 3 switch or portod of the interoffice facilnes 10 handie
communicatioas throughpul.  {t 13 a result of the mulupleang wod
clecironic technologies used in swatches and interoffice [acilitics that

silow & single pasdk to handle more than one messsge ol # time

cosls. Both the capiia! cost faciors and the expense cost factors



Whilc NIZT' may e able (0 determune that 2 particulas swilch will
have a peak walfic load an Thursdays between 3 p.m.and ¢ p.m.,
it has other swiches that peak in the moming on Mondays and
lales in the day on Wednesdays. This characteristic of the
telecommunications network makes Lhe expression of the network's
marginal costs unique.

Therefore, NET converied BH CCS for switching and transport Lo
a cost per peak pesiod minute by multiplying the BH CCS by .6
(100 seconds x .6 = 60 seconds = | minute) to gbtain the cost of
providing an additional minute of calling during the busy hour (BH
Minute), and then @@sumed)each hour in the peak period had an
equal pmblbift!y of Setugthe busy hour with regard to the portion
of the network 2 customer would use when making a call. This
equal probability assumplion required that the BH minute cost be
divided by the number ¢f hours in the peak period (251 days x 10
hours per day). This resull stated, effectively, the expected cost
o NET of sdding capacity to provide another minute of calling in
any peak period hour. The peak period consists of 251 business
days and 12 hours in a peak day (9:00 A. M. 1 9:00 P.M.) minus
the noan hour and S to 6 P.M.

E = JOF Cost Cemer
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. The fifth step, where necessary, was to convest the marginal casts
t for each addition into a meaningful cumber based on the units
expecied to be related to tariff items for which the Company could
; realistically expect to charge. In the case of costs functionalized as
i | access, this converston was not necessary since the costs were

J already expressed an a per line basis. Similarly, costs for
dedicated interoffice facilities (used for’private line service only)
H‘ ) could be expressed on a per circuit basis.

NET's Maine Network
Schematic Diagram

The negwork marginal costs, calculated by cost center, are shown
in Table 2.
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